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Abstract

This study analyzed capital market investors’ recognition of the predictability of fair 
value-based valuation. It was examined if market investors overvalue the predictive 
value of fair value by comparing that value with that measured in accounting perfor-
mance. The results reveal that investors are likely to overvalue fair value more than pre-
dictive values reflected in accounting performance. In particular, the results show that 
investors can gain abnormal returns through the market anomaly due to the functional 
fixation that investors cannot distinguish between unrealized profits and realized ones. 
Though there are considerable studies about accrual anomaly, few studies explore it 
with the separation of unrealized profits from total accruals. A number of studies about 
the causes of accrual anomaly have been conducted from various perspectives. The 
analysis of this study argues that the unrealized profits derived from fair value evalu-
ation can be a cause of accrual anomaly. On the basis of the result, this study suggests 
that information about unrealized earnings should be reported separately.
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INTRODUCTION

1 Barth and Landsman (2010) indicate this around the banking business as the phenomenon 
of financial accelerator with a medium of fair value evaluation. That is, if the property value 
fluctuates along with business fluctuations, the profit of a financial institution and net 
worth’s fluctuations cause the fluctuation of asset management scale, which results in the 
expansion of economic fluctuation by the fair value evaluation.

This study analyzed market investors’ perception of the predictability 
of fair value-based valuation. We determined that market investors 
tend to overvalue the predictive value of fair value by comparing that 
value with that measured in reality in accounting. 

The application of fair value accounting keeps expanding for the pur-
pose of financial accounting, which is the provision of useful infor-
mation in predicting future corporate performance. The theoretical 
definition of fair value implies that it is helpful in the prediction of fu-
ture performance. However, its usefulness is considerably controver-
sial concerning reliability of measurement and inadequate application. 
The inadequate application of fair value measurement was addressed 
as a reason for the global financial crisis of 2008. Critics also called at-
tention to several problems of fair value accounting such as the finan-
cial accelerator phenomenon1 caused by fair value and the selective 
measurement of financial instruments with no market prices. 

It can be important to analyze whether fair value accounting can sat-
isfy the purpose of its introduction rather than historical cost meas-
urement in spite of its lower reliability. Previous studies, however, have 
mainly examined value relevance of fair value under the assumption 
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of market efficiency. That is, a number of studies have identified whether the valuation price based on 
fair value measurement is reflected in the stock price (e.g., Bernard & Ruland, 1987; Barth, 1991; Easton 
et al., 1993; Barth et al., 1996; Barth & Clinch, 1998).

This study identifies investors’ understanding of the predictability of the fair value measurements. The 
predictive values of fair value in accounting and the value perceived by market investors are compared. 
Specifically, Sloan (1996) reports an accrual anomaly where investors tend to overvalue the predictive 
values of accruals compared to their realities. By separating accruals into unrealized accruals by fair 
value evaluation and realized ones, this study analyzes the accrual anomaly of fair value gains and losses. 

We adopt the methods of Kraft et al. (2007) developed from Sloan’s (1996) methods, which conducted 
Mishkin (1983) verification, using listed firms in the Korean stock market from 2011 to 2012. The results 
of the analysis reveal that investors tend to overvalue fair value more than predictive values reflected 
in accounting performance. In particular, the results show that investors can gain abnormal returns 
through the market anomaly characterized by the overvaluation of unrealized profits. It can be inter-
preted that investors tend to overvalue unrealized profits due to the functional fixation that investors 
cannot distinguish between unrealized profits and realized ones.

This study makes several unique contributions to the literature. We identified that investors tend to 
overvalue the predictive value of fair value by comparing that value with that measured in reality in 
accounting performance. Though there are considerable studies (Sloan, 1996; Xie, 2001, etc.) about ac-
crual anomaly, there are few studies that explore it with the separation of unrealized profits from total 
accruals. A number of studies about the causes of accrual anomaly (Xie, 2001; Chen & Cheng, 2002; 
Richardson et al., 2005, etc.) have been conducted from various perspectives. As the extension study of 
accrual anomaly, this study argues that the unrealized profits derived from fair value measurement can 
be a cause of accrual anomaly. Under the accounting circumstances where the unrealized profits keep 
increasing, and the statements of comprehensive income including the unrealized profit are reported as 
the main information in financial statements, this analysis will contribute to the recognition of inves-
tors’ understanding of this situation. 

The rest of this study is organized as follows. Section 1 provides the related literature and presents our 
hypotheses. Section 2 describes our research design and the sample selection. Section 3 discusses our 
results and findings. Finally, conclusions and implications are provided in the last section.

1. RELATED LITERATURE AND 

HYPOTHESES 

1.1. Literature on fair value 

measurement 

With the expansive application of fair value ac-
counting, prior studies explored whether the 
fair value evaluation has larger incremental in-
formation contents than the historical cost eval-
uation. Concerning the value relevance of fair 
value, no significant associations were found 
until the 1980s. Only Bernard and Ruland 
(1987) reported that any significant results 
concerning value relevance were found in cer-

tain industries. As assets, which are evaluated 
on the basis of their fair values, keep increas-
ing, researchers investigated value relevance 
for each account since 1990, and most research 
(Barth, 1991; Easton et al., 1993; Barth et al., 
1996; Barth & Clinch, 1998, etc.) reported that 
there is significant value relevance. Due to the 
problem of the reliability of fair value measure-
ments, however, the significant results of val-
ue relevance with fair value gains and losses of 
some investment stocks has not been reported 
(Barth, 1994; Petroni & Wahlen, 1995). In Korea, 
studies about the value relevance of fair value 
information have been conducted since the ear-
ly 2000s. They report that information on fair 
value measurements has value relevance.
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Recent studies concentrate on the reasons why the 
information on fair value measurements has value 
relevance, and some studies begin to explore wheth-
er information on fair value has an incremental ex-
planatory power as forward-looking information 
required for the purpose of financial reporting2. 
However, the number of these studies is very small. 

For a representative example, Park et al. (1999) 
analyzed the association between evaluated gains 
of available-for-sale securities and their future 
profits. However, they failed to find any significant 
association between them. 

Analyzing British firms, Aboody et al. (1999) 
proved that the revaluation surplus of fixed assets 
has positive associations with future operating 
revenue and cash flow from operation. They made 
a contribution in that it provided direct evidence 
that supports reevaluation as more useful for in-
vestors than historical cost, under the circum-
stance in which there are debates about the effec-
tiveness of the reevaluation of fixed assets.

Evans, Hodder, and Hopkins (2014) proved that 
information about the fair values of interest-bear-
ing investment securities is useful in forecasting 
interest profit, disposal profit, and cash generation 
ability. Their research is meaningful in that it di-
rectly proved that the fair value of financial instru-
ments has significant predictability in forecasting 
the profits and cash flows of financial instruments.

1.2. Literature on accrual anomaly

Sloan (1996) is the first study that analyzed the dif-
ference between predictive value by investors and 
predictability observed in accounting performance. 
By dividing net income into accruals and cash flow 
from operating, he found that investors tend to 
overvalue the predictability for accruals. Though 
the real predictability for accruals is lower than the 
cash flow of operating, investors tend not to under-
stand the difference in the predictability of profit 
components accurately due to their functional fix-
ation. For that reason, these differences are not re-
flected accurately in stock prices, and thereby inves-
tors tend to overvalue the predictability for accruals. 
He calls this the “accrual anomaly”. Many research-

2 The purpose of financial statements in a financial accounting concept system is to provide information for future prediction that is useful 
or the decisions made by investors and creditors (FASB, 2010).

ers (Xie, 2001; Chen & Cheng, 2002; Richardson et 
al., 2005, etc.) have analyzed the causes of the accru-
al anomaly. Distinguishing between discretionary 
accruals and non-discretionary accruals, Xie (2001) 
argues that the accrual anomaly is caused by the 
former. Chen and Cheng (2002) classify discretion-
ary accruals into two groups: one formed by the op-
portunistic motives of CEOs and the other formed 
by a company’s signal motive to convey its private 
information to the market. In their research based 
on this classification of discretionary accruals, they 
found that there is no difference between these two 
motives in the production of the accrual anomaly. 
By dividing accruals into those with high reliabil-
ity and those with low reliability, Richardson et al. 
(2005) found that the predictability reflected in ac-
counting performance is lower when reliability is 
small due to the arbitrary judgments and estima-
tions of CEOs; however, it is reflected in the stock 
price insufficiently.

Some studies (Thomas & Zhang, 2002; Chan et al., 
2006, etc.) argue that accrual anomaly is caused by 
investors’ misrecognition of the signals of future 
corporate performance concerning accruals. As a 
result, various causes suggested by previous stud-
ies can be interpreted as being derived from inad-
equate information processing by which investors 
cannot recognize accrual accurately. 

Together with a group of studies about operat-
ing activities-related accrual anomaly, another 
stream of studies about accrual anomaly related 
to dirty surplus (DS) or other comprehensive in-
come recently began to be conducted. For exam-
ple, Landsman et al. (2011) divide the DS, which 
belongs to other comprehensive income, into two 
categories: one is the DS related to fair value meas-
urement and the really dirty surplus (RDS) re-
lated to merger by pooling of interests and stock 
options. They report that both DS and RDS have 
no significant associations with future account-
ing performance. On the contrary, in an analysis 
of investors’ responses in the market, they found 
that investors tend to undervalue RDS; this result 
implies that investors can get an abnormal return. 
Contrary to prior studies, we divide accruals into 
unrealized profits and realized profits generated 
by fair value evaluation of accruals.
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1.3. Hypothesis development

The predictability of fair value can be different from 
the predictability that investors expect for the follow-
ing reasons.

First, fair value measurement is unrealized profits 
and losses. Thus, their realization as cash flow is 
uncertain. Fair value gains and losses can be recog-
nized with an assets-liabilities revenue recognition 
approach3, and not the previous realization stand-
ards of the past GAAP4. Accordingly, the feasibility 
of turning fair value gains and losses into cash flows 
will be lower than accruals generated by the previous 
revenue recognition criteria. When securities and 
tangible and intangible assets are evaluated by their 
fair values, it is impossible for investors to forecast 
the time for realization, because the CEO decides 
the asset disposal time discretionally. Thus, we antic-
ipate that investors tend to overvalue the predictabil-
ity of fair value gains and losses due to the uncertain-
ty of their convertibility.

Second, the problem of reliability, which is raised 
from the opposite perspective of fair value account-
ing (Hodder et al., 2006; Allen & Carletti, 2008; 
Hilton & O’Brien, 2009; Dechow et al., 2010, etc.), is 
expected to generate accrual anomaly. Dividing ac-
cruals into those with higher reliability and those 
with lower reliability, Richardson et al. (2005) report 
that accrual anomaly increases in the case of the lat-
ter. It is reported that the recognition of fair value has 
a large influence on earnings management (Dechow 
et al., 2010), because the subjective decisions of CEOs 
increase in choosing measurement methods or eval-
uation input elements. The problem of the verifiabili-
ty of measurement can be settled when the measure-
ment is based on market values. However, Hodder 
et al. (2006) and Allen and Carletti (2008) argue 
that market price volatility accelerates the volatili-

3 In the revenue recognition principle of assets and liabilities, when profit increases or liabilities decrease by the increase of economic 
benefit, we should recognize profits when a benefit’s inflow possibility is high regardless of vesting standard. Additionally, it does not 
differentiate gains from profit, and requires reporting of an all-inclusive income statement as the main financial statement.

4 The previous generally accepted accounting standard of Korea shows the realization criterion for the revenue recognition. Revenue could 
be recognized when the following two conditions are fulfilled: (1) realization criterion: could be realized or was realized already, (2) 
vesting condition (occurrence requisite): the process of vesting should be completed. That means there is a qualification for obtaining 
profits by completing economic duties related to the process of acquiring profit. Therefore, unrealized profit by fair value evaluation 
cannot be recognized before 2003, or the gains and profit by intercompany unrealized profit should be separated.

5 Sloan (1996) provided the market’s unusual phenomenon by accruals and cash flow for the first time. He argued that because of investors’ 
functional fixation on accounting information, they could not fully reflect the characteristics of accruals and cash flow in future stock 
prices. Specifically, he reported that the accruals seemed to be over-estimated; thus, the more accruals a company has, the lower the 
consistency, and future stock prices were over-estimated.

6 As examples of gains and losses for net income, there are trading securities valuation gain and loss, bad debt expense, gain and loss on 
translation of foreign currency, etc.

ty of the asset value or profit of a company, because 
market price volatility is fully reflected in profits. 
Furthermore, they also demonstrate that the market 
value has an intrinsic measurement error, and thus 
the evaluation information hardly reflects economic 
reality when it is evaluated on the basis of short-term 
price volatility or with the uncertainty of the market.

Third, the functional fixation by which investors 
cannot distinguish between unrealized profits and 
realized ones is considered as a cause of accrual 
anomaly. The functional fixation, which Sloan (1996) 
demonstrates as a cause of accrual anomaly5, may 
occur in fair value gains and losses. Unrealized gains 
and losses are accounted in the distinction between 
two types according to the degree of realization 
possibility: one is the type that is recognized as net 
income6, the other is the type that is recognized as 
other comprehensive income. The first types of unre-
alized gains and losses are reported by GAAP as net 
income, because these have a larger convertibility in-
to realized income. These gains and losses have lower 
convertibility into future cash flow or future income 
than accruals recognized by realization principles. 
However, due to the functional fixation where inves-
tors cannot recognize net income by item, it is ex-
pected that investors will overvalue the predictability 
of fair value with a low convertibility.

Gains and losses for available-for-sale securities and 
for derivatives are representative cases that are recog-
nized as other comprehensive income. These types of 
accruals have a problem of dual recognition in that, 
at first, a rise after the adjustment of those accruals 
is recognized as comprehensive gains and losses, and 
it is recognized again as net income. Thus, if inves-
tors fully understood reclassification adjustment ac-
counting, they would adequately evaluate the unre-
alized fair value gains and losses recognized as other 
comprehensive income. However, they do not have 
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enough understanding about that. So, they tend to 
overvalue those.

Fourth, the IFRS demands that companies evaluate 
their performance in terms of comprehensive in-
come, which includes the unrealized fair value gains 
and losses. However, investors could not fully un-
derstand what it means. IFRS No. 1 stipulates that 
companies include statements of comprehensive in-
come in the body of their financial statements, but 
investors could not understand the importance of 
these statements. Considering this problem, an offi-
cial from the Korea Exchange said, “Investors need 
to check footnotes in the statements of comprehen-
sive income, because detailed information about ele-
ments of these statements are there”. In addition, the 
official recommends the consideration of the total 
comprehensive income components, because even 
though they do not affect net income in the current 
period, those components can affect future net in-
come or retained earnings. When fair value gains 
and losses are reported as other comprehensive in-
come, if investors traditionally evaluate corporate 
performance only with net income standards, fair 
value gains and losses included in other comprehen-
sive income would be undervalued. Accordingly, we 
suggest the following hypothesis:

Hypothesis: The real predictability of fair value 
is different from the predictability 
that investors reflect in stock prices.

2. RESEARCH DESIGN  

AND DATA

2.1. Research design

With the verification of the hypothesis, we analyze 
the difference between predictive value expected 

7 Accrual anomaly is verified on the basis of the following equation in Sloan (1996).

1 0 1 2 .it it it itEarnings CFO TAα α α ε+ = + + +  
(A)

( )* * *

1 0 1 1 0 1 2 .it t it it itAR Earnings CFO TA vβ β α α α+ += + − − − +
 

(B)

Here, Earnings = net income in t+1/total assets, AR = accumulatively calculated size adjusted return between t+1 previous April and 
t+2 March (constructing 10 portfolios according to the size of aggregate value of listed stock at t+1 the end of March), CFO = cash flow 
generated from operating activities during t period/total assets, TA = accruals during t period/total assets.

(A) Refer to profit prediction that can be used to expect predictability about next profit and loss, such as CFO and TA. Through equation 
(B), the degree to which CFO and TA at this term contribute to the prediction of future profit is measured for the dependent variable 
of market rate of return. In equation (B), 

*

1α  refers to the degree to which investors expect future profits. If 1α  and 2α  in equation (A) 
are the same as the values of 

*

1α  and 
*

2α  respectively, it means that the market is efficient. Previous research found that investors tend to 
undervalue the predictability of cash flow, whereas they overvalue accruals (Xie, 2001, etc.). 

by investors and the degree to which fair value 
gains and losses affect future performance.

Regarding research methods, we adopt the meth-
ods of Kraft et al. (2007) developed from Sloan’s 
(1996) methods. Sloan (1996) conducted Mishkin 
(1983) verification7. However, the methods re-
ceived the criticism that they may produce distort-
ed results due to a few companies that extremely 
exaggerate their performances, and they also have 
omitted a correlated variable problem (Kraft et al. 
2007). Accordingly, we added several control vari-
ables in Model (1) and Model (2). 

The prior study does not distinguish accruals in-
to realized part and unrealized parts by fair val-
ue measurement. In contrast, we distinguished 
accruals as such, and revised the model of Sloan 
(1996) as follows:

1 0 1

2 3

_

.

t t

t t t

EAR NI ACCR

CFO FV

+ = + +

+ + +

α α
α α ε  (a)

(
)

*

1 0 1 1 0

* * *

1 2 3

_

.

t t

t t t t

CAR EAR NI

ACCR CFO FV v
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− − − +

β β α

α α α
 (b)

(

)

1 0 1 0 1

* *

2 3 0 1

* *

2 3 .

t t

t t t

t t t
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β β α α

α α α α
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*
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+ + +Σ +Σ +

β β β
β β β

β β ε

 

(2)

where _EAR NI  – net income divided by aver-
age assets, CAR  – size-adjusted abnormal returns 
accumulated over 12 months from April in year 

1t +  to March in year 2,t +  1FV  – fair value 
gain and loss of financial instruments divided by 
average assets, 2FV  – fair value gain and loss 
excluding impairment loss of financial instru-
ments divided by average assets, ACCR  – (net 
income – operating cash flow– unrealized gain 
and loss from fair value measurement of financial 
instruments)/average assets, CFO  – operating 
cash flow divided by average assets, SIZE  – nat-
ural log of total sales, MB  – market value divid-
ed by book value, LEV  – total liabilities divided 
by total equity, VOL  – standard deviation of daily 
stock return

The way to draw Model (2) is the same as that of 
Kraft et al. (2007). In Model (d), ( )*

1 3 3β α α⋅ −  
would have significant negative value in the case of 

*

3 3 .α α<  That is, if 3 ,β  the regression coefficient 
of FV, has significant negative value, it implies that 
investors overvalue the association between un-
realized income and future performance. If it has 
significant positive value, it implies that investors 
undervalue this association.

Additionally, we analyzed hedge portfolio abnor-
mal return8 with the following Model that was 
used in previous research.

( )
1 0 1

2 3

4 5 6

7

1 or 2

.

HP

t t

HP HP

t t

t t t

t t t t

CAR ACCR

CFO FV FV

SIZE MB LEV

VOL YEAR IND

+ = + +

+ + +

+ + + +

+ +Σ +Σ +

β β

β β

β β β
β ε

 (3)

8 Standardized deciles were used to analyze the hedge portfolio interest rate. This method was suggested by Rajgopal, Shevlin, and 
Venkatachalam (2003) and Abarbanell and Bushee (1998). See Appendix about the detailed portfolio.

where HP
ACCR  – scaled-decile ranks for ACCR  

(samples ranked depending on the size of ACCR
from 0 to 9 and ranks divided by 9), 1HPFV  – 
scaled-decile ranks for 1FV  (samples ranked de-
pending on the size of 1FV  from 0 to 9 and ranks 
divided by 9), 2HPFV  – scaled-decile ranks for 

2FV  (samples ranked depending on the size of 
2FV  from 0 to 9 and ranks divided by 9).

An order from 0 to 9 was given on the basis of ini-
tial values of variables, and then those given values 
were divided by 9 so that the variables could have a 
value from 0 to 1. If so, the coefficient of each var-
iable can be interpreted as information about the 
profit rate of a zero-investment portfolio in which 
relatively large values mean purchasing, whereas 
relatively small values mean selling.

Thus, in Model (3), if the coefficient of 
HP

FV  has 
a statistically significant negative value, one can 
interpret that investors get excess returns with the 
overvaluation of fair value.

2.2. Data and sample  

selection

In terms of interest variables, this study ana-
lyzes firms listed on the Korea Stock Exchange 
market from 2011 to 2012. The financial indus-
try, companies whose fiscal year-end month is 
not December, administrated firms, and com-
panies under impairment of capital were ex-
cluded from this research for the following rea-
sons. The comparison between the financial 
statements of first cases is not easy. We excluded 
the second cases in order to control the inf lu-
ence of fiscal year-end month on the stock price. 
The third and last cases were excluded because 
those are expected to cause bias in the research 
results. Additionally, excluding companies that 
do not provide sufficient financial data or data 
about fair value gains and losses, the total sam-
ples are 944 companies.

The sample selection methods used in this re-
search are described in Table 1.

The financial data studied in this research were col-
lected from Data Guide Pro provided by Fn-Guide.
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3. RESULTS

3.1. Descriptive statistics  

and correlation analysis

Table 2 shows the means, medians, standard de-
viations, maximums, and minimums of the main 
variables9 used in the verification of the hypothesis.

Table 2. Descriptive statistics
N = 944

Variables Mean Median Std. Min Max

EAR_NI 0.021 0.027 0.071 –0.269 0.201

CAR –0.020 –0.059 0.502 –1.930 6.741

FV1 0.017 0.000 0.059 –0.043 0.358

FV2 0.014 0.000 0.060 –0.089 0.357

ACCR –0.008 –0.006 0.076 –0.317 0.194

CFO 0.042 0.037 0.077 –0.162 0.254

SIZE 19.888 19.675 1.622 16.509 24.207

MB 1.132 0.788 1.056 0.143 6.290

LEV 1.202 0.853 1.298 0.045 9.100

VOL 0.441 0.419 0.151 0.165 0.964

Note: EAR_NI – net income divided by average assets, CAR – 
size-adjusted abnormal returns accumulated over 12 months 
from April 1 in year t+1 to March in year t+2, FV1 – fair value 
gain and loss of financial instruments divided by average 
assets, FV2 – fair value gain and loss excluding impairment 
loss of financial instruments divided by average assets, ACCR 

– (net income-operating cash flow – unrealized gain and 
loss from fair value measurement of financial instruments)/
average assets, CFO – operating cash flow divided by average 
assets, SIZE – natural log of total sales, MB – market value 
divided by book value, LEV – total liabilities divided by total 
equity, VOL – standard deviation of daily stock return.

The mean and the median of EAR_NI, a main de-
pendent variable, were 0.021 and 0.027 respective-
ly; those of ACCR, a control variable, were –0.008 
and –0.006 respectively; and those of CFO, a con-
trol variable, were 0.042 and 0.037, respective-

9 In order to control the influences of outliers of each variable, the extreme values that fell into the top and bottom 1% were winsorized. 

10 In this paper, the accumulated amount of fair value gains and losses for financial instruments is defined as FV1 and FV2. According to 
Evans et al. (2014), the predictability to future performance can be analyzed through the accumulated amount of fair value gains and 
losses in a comprehensive income statement rather than the net income in the statement of comprehensive income, because the former is 
replaced for realized earnings.

ly. These results are similar to those of previous 
studies. 

Concerning the verification of the hypothesis, the 
mean and the median of CAR, a dependent var-
iable, were –0.020 and –0.059. These results have 
a similar distribution as Jang et al. (2008) who 
measured profit rate with the same method.

The medians for FV1 and FV210, interest variables, 
were calculated as 0.017 and 0.014, respectively. The 
reason why the value of the latter is smaller than 
that of former is because the impairment loss was 
subtracted from FV1 and the reversal of the im-
pairment loss was added to it. It implies that com-
panies recognize about 1.7% of the average assets 
as fair value gains and losses. It is interpreted that 
the influence of fair value measurement is consid-
erable, considering that it is about 2% for EAR_NI.

Additionally, it was identified that the distribu-
tions of other control variables, such as SIZE, MB, 
LEV and VOL, were similar to those of previous 
research.

Table 3 shows the Pearson correlations used in the 
verifications of the hypothesis.

FV1 and FV2, interest variables, had significant 
positive associations with EAR_NI at 5% or 1% 
significance level. These results imply that fair val-
ue measurement has predictability for future per-
formance. ACCR and CFO, control variables, had 
a significant association with CAR, the dependent 
variable. These results were the same as previous 
studies.

Table 1. Sample selection

Sample selection process Number of firm-year observations

Total sample 2011–2012 1,451

Less: firms with non-December 31 fiscal year-end 46

Less: financial institutions 102

Less: firms without necessary financial data 54

Less: firms without financial instruments fair value data 251

Total sample 944
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3.2. Empirical results

Table 4 shows the results of the verification of the 
hypothesis. In particular, this table includes the 
differences between the predictabilities observed 
through accounting information and those ex-
pected by investors.
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In Model (1), we identified if there is the predict-
ability of FV1 (or FV2) for future performance 

11 The overvaluation of accruals was found by Sloan (1996), and he calls it “accrual anomaly”. The same phenomenon is also found in Korea.

12 In Model (1), the regression coefficients of ACCR and FV1 are 0.400 and 0.061, respectively, and the results of an F-test show that the 
former is significantly larger than the latter. It means that ACCR is larger than FV in the predictability observed in the way of accounting. 

(EAR_NI) observed through accounting informa-
tion. With Model (2), we analyze whether inves-
tors over-expect (or under-expect) predictability 
compared to the observed one; with Model (3), we 
analyze whether investors can get excess returns 
by using over-expectation (or under-expectation).

In Model (1), it is identified that fair value has a 
predictability observed in accounting informa-
tion, because FV had significant positive value. 
In Model (2), the regression coefficient of FV had 
significant negative value at 1% significance lev-
el. This implies that investors overvalue fair value 
compared to predictability based on accounting 
information, as they do for accruals11. Though the 
fair value gains and losses are unrealized, inves-
tors tend to expect that it would be larger than the 
predictability observed in the way of accounting. 
As in the case of accruals, the functional fixation 
is judged as to be the reason. That is, although the 
predictability of FV observed in accounting is 
smaller than ACCR12, because realized and unre-
alized accruals are not evaluated separately, inves-
tors tend not to recognize it. Additionally, inves-
tors’ overvaluation can be derived from its weak 

Table 3. Correlation matrix

N = 944

Variable CAR ACCR CFO FV1 FV2 SIZE MB LEV VOL

EAR 0.228 0.128 0.434 0.078 0.093 0.133 0.284 –0.393 –0.249

_NI < .0001 < .0001 < .0001 0.017 0.004 < .0001 < .0001 < .0001 < .0001

CAR
1.000 –0.080 0.108 –0.048 –0.045 –0.146 –0.050 –0.172 –0.162

– 0.014 0.001 0.138 0.167 < .0001 0.124 <.0001 < .0001

ACCR – 1.000
–0.591 0.044 0.056 0.012 0.018 –0.240 –0.079

< .0001 0.180 0.086 0.706 0.588 <.0001 0.015

CFO – – 1.000
–0.015 –0.006 0.152 0.248 –0.202 –0.152

0.638 0.857 < .0001 < .0001 <.0001 < .0001

FV1 – – – 1.000
0.985 0.067 –0.048 –0.100 –0.089

< .0001 0.039 0.142 0.002 0.006

FV2 – – – – 1.000
0.082 –0.047 –0.110 –0.107

< .0001 < .0001 < .0001 < .0001

SIZE – – – – – 1.000
0.249 0.222 –0.164

< .0001 < .0001 < .0001

MB – – – – – – 1.000
0.119 0.125

0.000 0.000

LEV – – – – – – – 1.000
0.275

< .0001

VOL – – – – – – – – 1

Notes: P-values are in parentheses. The definitions of variables are presented in Table 2.
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reliability, as Richardson et al. (2005) argue, and it 
can also be derived from low convertibility.

Concerning the control variable CFO, Sloan (1996) 
reports the results of undervaluation. However, it 
is not significant in Korea, as this research shows. 
Regarding ACCR, both domestic and foreign stud-
ies report the results of overvaluation, as the pres-
ent study shows.

Next, with Model (2), we analyzed wheth-
er investors can get excess returns due to their 
overvaluation.

The results show that the regression coefficient of 
FV1HP had significant negative value at the 5% sig-

13 Previous research evaluated the profit rate of a hedge portfolio according to the size of accrual in the same way. Specifically, the results of 
regression analysis for focal variables indicate that their regression coefficients are significant negative values, and then interpreted those 
as the occurrence of an excess return rate. 

nificance level. The directions must be interpreted 
as opposite, because we constructed a hedge port-
folio as a long position for that with a larger FV 
and short position for that with smaller FV. We 
interpret that investors get positive excess returns 
by the short position for the overvalued portfolio 
due to its larger FV and the long position for the 
undervalued one due to its smaller FV, because in-
vestors overvalue the predictability of FVs13. The 
results of other control variables are similar to 
those of the previous studies.

In conclusion, these results support the hypothe-
sis that investors evaluate the predictability of fair 
value gains and losses differently from that ob-
served in the way of accounting.

CONCLUSION

The application of the fair value accounting keeps expanding in order to achieve the purpose of finan-
cial accounting, the provision of useful information in the prediction of future performance. Since 2011, 
when IFRS were introduced in Korea, most accounts in the statement of financial position are required 

Table 4. Predictability and pricing of fair value for future performance

Variable
Independent variable FV1 Independent variable FV2

Model (1) Model (2) Model (3) Model (1) Model (2) Model (3) 

Intercept
0.004 1.117 0.966 0.005 1.113 0.958

(0.17) (4.02)*** (4.88)*** (0.19) (4.02)*** (4.85)***

ACCR
t

0.400 –0.810 –0.111 0.399 –0.799 –0.925

(7.45)*** (–1.95)* (–1.88)* (7.44)*** (–1.93)* (–1.74)*

CFO
t

0.555 –0.059 0.259 0.554 –0.049 0.282

(13.13)*** (–0.15) (0.97) (13.10)*** (–0.13) (1.06)

FV1 (or FV2)
t

0.061 –0.543 –0.091 0.059 –0.508 –0.081

(2.84)*** (–3.20)*** (–2.30)** (2.77)*** (–3.00)*** (–1.96)*

SIZE
t

0.001 –0.045 –0.034 0.001 –0.045 –0.034

(1.05) (–3.59)*** (–3.77)*** (1.03) (–3.59)*** (–3.78)***

MB
t

0.009 0.004 –0.001 0.009 0.004 –0.002

(4.39)*** (0.24) (–0.09) (4.39)*** (0.24) (–0.13)

LEV
t

–0.006 –0.041 –0.034 –0.006 –0.041 –0.033

(–2.54)** (–2.16)** (–2.76)*** (–2.56)** (–2.15)** (–2.69)***

VOL
t

–0.044 –0.524 –0.455 –0.043 –0.526 –0.457

(–2.57)** (–3.82)*** (–3.95)*** (–2.55)** (–3.83)*** (–3.99)***

Year fixed effects Included Included Included Included Included Included

Industry fixed effects Included Included Included Included Included Included

Adjusted R2 46.04% 8.42% 10.45% 46.21% 8.38% 10.34%

Sample 944 944 944 944 944 944

Notes: ***, **, and * denote significance at the 1 percent, 5 percent, and 10 percent level, respectively, based on a two-tail test and 
robust standard errors adjusted for clustering by firm (Petersen, 2009). Variable definitions are presented in Table 2.
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to evaluate their fair values mandatorily or selectively. We identified capital market investors’ percep-
tion of fair value-based valuation, comparing between the predictability of fair value in the accounting 
performance and the value perceived by market investors.

The results of the analysis reveal that investors tend to overvalue fair value more than predictive values 
reflected in accounting performance. In particular, the results show that investors can gain abnormal 
returns through the market anomaly due to the functional fixation that investors cannot distinguish 
between unrealized profits and realized ones.

Concerning accruals, researchers have traditionally concentrated on the its recognition level by inves-
tors and its usefulness. However, research that explores it with the distinction of accruals into unreal-
ized profits and realized ones has hardly been conducted. In the new accounting circumstances, the 
part recognized as unrealized gains and losses would be expanded. Furthermore, revised accounting 
standards mandate companies to report their comprehensive income statements, which are composed 
of only unrealized gains and losses, as the main component of the financial statements. With the result 
that investors tend to overvalue unrealized earnings, we suggest that information about unrealized 
earnings should be reported separately.
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APPENDIX

Fair value (FV) hedge portfolio

The concept of a hedge portfolio is constructed in the distinction of 10 sub-samples pending of FV val-
ue for each year. The hedge portfolio is constructed as a long position for that with larger FV and short 
position for that with smaller FV.

No. Sub-samples Year t t+1 (X-XMEAN)

1 10% firm sample (the largest FV) long 1 Long 1 1–4.5/9 = 4.5/9

2 10% firm sample ((the second largest FV) long 8/9 long 8/9 8/9–4.5/9 = 3.5/9

3 10% firm sample long 7/9 long 7/9 7/9–4.5/9 = 2.5/9

4 10% firm sample long 6/9 long 6/9 6/9–4.5/9 = 1.5/9

5 10% firm sample long 5/9 long 5/9 5/9–4.5/9 = 0.5/9

6 10% firm sample short 4/9 short 4/9 4/9–4.5/9 = –0.5/9

7 10% firm sample short 3/9 short 3/9 3/9–4.5/9 = –1.5/9

8 10% firm sample short 2/9 short 2/9 2/9–4.5/9 = –2.5/9

9 10% firm sample short 1/9 short 1/9 1/9–4.5/9 = –3.5/9

10 10% firm sample (the smallest FV) short 0 short 0 0/9–4.5/9 = –4.5/9

SUM = 0
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